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Recent Changes to the Federal Reserve’s
Survey of Terms of Business Lending

Thomas F Brady, William B. English, and William R.  This article discusses the most recent changes
Nelson, of the Board’s Division of Monetary Affairs, made to the survey and presents some informa-
prepared this article. Thomas C. Allard assistedtion now available from the new items being
in the preparation of the data. Lisa X. Chen andreported. It also summarizes information about the
Adrian R. Sosa provided research assistance. use of loan risk ratings from consultations with a
sample of the survey respondents. These consulta-
The Federal Reserve’s quarterly Survey of Terms otions were conducted in the process of planning
Business Lending, which has been conducted fothe revisions to the survey and provided much use-
more than twenty years, collects information on inter-ful information, particularly with respect to risk
est rates and other characteristics of commercial baniatings.
loans to businesses. The survey has been changed
from time to time to recognize innovations in bank
lending practices and to improve the measurement
of the desired information. The most recent changeBACKGROUND OF THESURVEY
took effect with the May 1997 survéyThe major
improvement was the addition of an item measuringSince its inception in 1977, the Survey of Terms
loan risk. The addition of this item was possible of Business Lending (STBL) has provided unique
because a large and increasing percentage of banksformation concerning the terms (both price and
have adopted the practice of assigning internal risknonprice) of commercial and industrial loans
ratings to their “pass” loans—that is, loans other made to U.S. nonfinancial businesses by commer-
than those to troubled borrowers. (Loans to troublectial banks. The STBL replaced the Quarterly Inter-
borrowers are generally part of workout arrange-est Rate Survey and portions of the Survey of
ments.) Further changes were made to the survey tBelected Interest Rates. It was designed to pro-
improve the measurement of other important loarvide more accurate and detailed information than
characteristics. In addition, the reporting panel, whichthese surveys on business loans, especially con-
had been limited to domestically chartered com-cerning maturity and nonprice terms. (See the box,
mercial banks, was expanded to include a sample dfA History of Federal Reserve Surveys of Business
U.S. branches and agencies of foreign banks. Thedeending Terms.”)
branches and agencies now account for a significant The STBL collects detailed data on individual
proportion of business lending to U.S. firfs. loans from a stratified random sample of about 300
institutions. The survey respondents provide infor-
mation on the stated rate of interest on each loan
1. Details on the proposed changes to the survey were publisheéxtended during the survey week and the frequency
fsor ?“b"EAC"mmelmf in BgardCOfIIG‘Jt‘_’err‘Ac’rf F:ifetshepze%esf:é Reservewith which interest is compounded or paid, thereby
fon: Comment Request Federal Registervol. 61 (July 23 1006) allowing calculation of the effective interest rate. The
pp. 38202-203. Announcement of the final Board action was pubtespondents also report other important loan charac-

lished in Board of Governors of the Federal Reserve System, "Agencytaristics including loan size. loan maturity the fre-
Information Collection Activities: Submission to OMB Under Dele- ’ ! X

gated Authority,” Federal Registervol. 61 (October 24, 1996), qUENCY of repaymen_ts, colla_lterallzatlon Stat_us, and
pp. 55151-152. the size of the commitment (if any) under which the
Changes like those made to the business survey were made at thgan was extended.

time to a survey of farm loans (Survey of Terms of Bank . .
Lenting to Farmers). (Survey Data are collected for the first full business week

2. As a result of the inclusion of the branches and agencies ofof the middle month of each quarter (February, May,
foreign banks, the name of the survey was changed from the SurveAugust and November). These sample data are used
of Terms of Bank Lending to Business to the Survey of Terms of ' . .

Business Lending. In this article we refer to both the old and new!O construct e'stlmates of th? terms of business Ioa_ns
versions of the survey as the STBL. extended during the reporting week at all domesti-
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cally chartered commercial banks and U.S. brancheRECENT CHANGES TO THESURVEY
and agencies of foreign banks.
The most recent changes to the survey involved the
addition of items on loan risk, the introduction of
other new items, the revision or deletion of some
3. These estimates are published in Eeleral Reserve Bulletin items, and an expansion of the coverage of the survey.

and in the Federal Reserve’'s E.2 Statistical Release, “Survey of
Terms of Business Lending,” which is available on the Board’s web survey, conducted in May, are published in this issue oBthiéetin on
site (www.bog.frb.fed.us/releases/E2). The results of the most recentages A67—-A71.

A History of Federal Reserve Surveys of Business Lending Terms

The Federal Reserve has collected and published informawith maturities of more than one year), loans made under
tion on business loan rates at commercial banks since 1919evolving credit arrangements, and other loans with maturi-
Between 1919 and 1939 the Federal Reserve collecteties of less than one year. These rates were published by
monthly data on the average prevailing rate charged orsize category and region as well as for the entire nation.
prime (high-quality) commercial loans as part of its survey Starting in January 1972 the Federal Reserve begdn a
of rates on loans to customers. By 1930 the survey includednonthly survey of interest rates on a variety of bank loans
about 200 large banks in thirty-six “principal” cities, for the Committee on Interest and Dividends (the C|D
although the panel had been smaller in earlier years. Calcusurvey). The committee, which was chaired by Feddral
lations of the published estimates of regional and nationalReserve Chairman Arthur Burns, was established by Execu-
average rates were based on the volume of lending at théve Order in October 1971 to formulate and execut
surveyed banks and at other large banks. program for voluntary restraint on interest rates
One problem with this survey was that rather than provid-dividends. The CID survey, which was conducted [in
ing information on the average rate actually paid by all addition to the QIRS, collected monthly data on selected
business borrowers, it covered only the rate paid by primedoan interest rates from a panel of about 350 banks of|all
borrowers, which tended to be relatively large. In 1939 thesizes. One portion of this survey gathered data on the “most
Federal Reserve introduced a new survey (the Quarterlcommon” rate on small, short-term, noninstallment busi-
Interest Rate Survey, or QIRS) and discontinued the previness loans. Another portion of the survey collected data
ous survey. The new survey collected information from aon the prime rates applicable to small and large business
panel of about ninety large banks in nineteen cities on thdoans. Averages of these rates, calculated on an unweighted
distribution of actual loan rates charged on all new commer-basis, were published in a Federal Reserve statistical
cial and industrial loans with maturities of between thirty release.
days and one year during the first half of the final month of In 1977 the Federal Reserve replaced the QIRS and|the
each quarter. This information was used to calculate thebusiness loan portion of the CID survey with the Survey|of
weighted-average rate on new business loans at large bankerms of Bank Lending to Business (STBL). The new
by region and for the nation as a whole. Starting in 1948,survey was similar to the QIRS, but the panel of respon-
the QIRS collected data on the terms of individual loansdents was expanded considerably and included banks af all
with maturities of less than one year, and weighted-averagasizes. The respondents reported the terms on loans extended
rates on such loans were calculated and reported by loam the first full business week of the middle month of eath
size. quarter. The responses were used to estimate the average
The QIRS was substantially revised in 1967. The panelrate and terms on all business loans and on loans of varjous
size was increased to 126 large banks in thirty-five cities. Atsizes and maturities that were extended by all U.S. commer-
the same time, the timing of the survey was shifted to thecial banks during the survey week.
middle month of each quarter. The Federal Reserve contin- Three significant changes to the STBL preceded the
ued to publish weighted-average loan rates for loans withcurrent revision. First, in 1982 the reporting of loan matu-
maturities of less than one year and provided average ratesty was changed from months to days to allow overnight
for more regions and for larger size categories than hadoans, which were becoming much more common at that
been the case before the revisions. time, to be detected. Second, starting in 1986 the respon-
Starting in 1971 and continuing until the survey was dents were asked to report the base rate used in the setting
discontinued in 1977, separate weighted-average loan ratesf loan interest rates because banks were increasingly using
were published for three types of loaerm loans (those market rates rather than the prime rate to price business
loans. Finally, in 1989 construction and land development

1. Data allowing these three rates to be calculated had been collectedoans secured by real estate, which had been included las a
since 1967. Historical data for the new series were published for 1967-71. . .
See Mary F. Weaver and Edward R. Fry, “Bank Rates on Business Lc>ans—SEp";‘ralte category on the STBL until that time, were drOp ed

Revised Series Federal Reserve Bulletjivol. 57 (June 1971), pp. 468-77.  from the survey.
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Adding Information on Loan Risk be useful, however, three conditions had to be met:
First, the proportion of banks assigning risk ratings
The ability to distinguish among possible reasons forto new loans reported on the STBL had to be suffi-
a movement in loan interest rates could contribute taiently large; second, banks had to use more than one
improved monetary policy. If, for example, banks rating for acceptable new loans; and, third, the defini-
raise or lower loan interest rates for borrowers oftions of the ratings had to be independent of the state
unchanged quality, this change could have implica-of the economy.
tions for spending and aggregate demand that would To determine whether these criteria could be met,
be important in setting monetary policy. Alterna- Reserve Bank staff members consulted with 114
tively, a change in the average loan rate resultingSTBL respondents. Of these, about 85 percent
from a shift in the composition of bank loans could reported assigning risk ratings to new business loans
suggest that banks have modified their lending staner business borrowers (table 4)All of the large
dards, again with possible implications for monetarybanks (those with outstanding commercial and indus-
policy. For example, a lowering of standards couldtrial loans of more than $1 billion) assigned internal
induce a rise in the average loan rate, as a largenisk ratings, and virtually all of the medium-sized
number of risky borrowers received loans at rela-banks (commercial and industrial loans between
tively high interest rates. $100 million and $1 billion) did so. Even among the
In the past, however, using the survey data tosmall banks (commercial and industrial loans of less
monitor developments in business loan pricing waghan $100 million), about two-thirds reported having
hampered by a lack of information on loan risk. For a risk rating system. More detailed interviews with
example, when spreads of loan rates over base rat@ersonnel from eight STBL respondents indicated
rose sharply in the early 1990s, the increase mayhat definitions of risk-rating categories did not gener-
have arisen from tighter loan pricing by banks asally change in the face of changing economic condi-
a result of their desire to limit credit extensions, ations, at least at those institutions.
worsening of the average quality of new borrowers, At most banks, ratings varied enough across loans
or both. to make the information provided on loan risk valu-
In recent years, an increasing share of banks havable. Most commonly, banks used between three and
assigned internal risk ratings to their business loans.
This development provided the Federal Reserve with

an opportunity to CQ”QCI mformat'_on_ on banks’ 4. A bank that had only a single rating for acceptable new loans
assessment of loan riskiness. For this information tavas not counted as having a rating system.

1. Information on domestic banks’ internal rating systems for business loans, by size of bank, November 1995

Item All Large Medium Small
Percentage rating either loans or borrowers. ................... . 85.1 100.0 94.1 68.8
Average percentage of new loans rated at banks that rated loans
By NUMDEN. . ..o boo 95.2 97.4 93.9 94.5
By dollar volume. . .........ooi .. 96.6 98.0 95.9 95.8
Average number of internal rating categories. .................. . 7.79 8.66 7.56 7.18
For classified loarfs................ ... .. 3.70 3.63 4.00 3.48
For pass loans. . ... ...t .. 4.00 4.77 3.77 3.43
Average number of rating categories, with each having 10 percent
or more of the dollar volume of new loans................. h 2.49 3.04 2.22 2.24
Percentage of banks with 75 percent or more of the dollar volume
of new loans in one rating category. ...................... . 37.7 12.0 47.8 51.7
Average share of new loan volume in the rating category
with the largest share. .................. oot .. 64.8 53.6 68.4 71.6
Average rating category assigned to a borrower with
an unsecured bond rating of BBB...................... ... . 3.29 3.66 2.96 3.20
MEMO
Number of respondents. . ........ ..o, - 114 32 34 48

NotE. The data were compiled from consultations with 114 respondents tober 30, 1995: For large banks, more than $1 billion; medium-sized banks,
the STBL. These consultations were conducted to collect information to be usedetween $100 million and $1 billion; and small banks, less than $100 million.
in deciding on the revisions to the survey. The size of bank is based on the 1. For definition, see text.
volume of commercial and industrial loans on the bank’s books as of Septem- 2. On an ascending scale in which 1 is the rating with the lowest risk.
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five ratings for new pass loans, with larger banks With these considerations in mind, the Federal
having more pass ratings on average. Although irReserve decided on the second method: The survey
practice most banks assigned the bulk of their loangsks respondents to translate their internal ratings
to a smaller number of rating categories, they generinto one of five rating categories provided in the
ally placed at least 10 percent of new loans in eaclsurvey instructions, including four pass categories:
of two or three rating categories. Many banks alsa‘minimal risk,” “low risk,” “moderate risk,” and
assigned smaller, but still significant, proportions“acceptable risk.” The moderate-risk category is
of new loans to another one or two rating categoriesdefined to cover the average loan under average
Small banks tended to assign their loans to feweeconomic conditions at the typical bank. The fifth
rating categories. Indeed, more than half of the smaltating is a “classified” category for risky loans—
banks indicated that they assigned the same rating tikkely part of workout arrangements for troubled
75 percent or more of their new loans, while only borrowers—that the respondents judge belong in the
12 percent of the large banks did so. examination categories “special mention,” “substan-
The substantial differences among the rating sysdard,” “doubtful,” or “loss.” 5 The survey also allows
tems of different banks posed a major obstacle to théor unrated loans because some of the banks con-
collection on the STBL of useful information on loan sulted indicated that they did not usually rate some
risk. Some of the banks included in the consultationgypes of business loans, most often those to small
used only one pass rating, while others had as manlusinesses.
as eleven. Even banks that used the same number of
ratings were likely to have differing definitions of the
individual categories. In addition, banks labeled theOther New or Revised ltems
categories in different ways, some with numbers,
others with letters, and a few with a mix of numbersA second important change to the survey was
and letters. Although most banks had adopted thelesigned to allow an assessment of the sensitivity of
convention that a rating of 1 represented the lowestoan rates to changes in market rates and to improve
risk, a small number of banks used that number foithe Federal Reserve’s ability to match loan rates to
their highest risk category. market rates of an appropriate maturity when calcu-
Given these differences, it was necessary to magating spreads. To accomplish these aims, banks are
the risk ratings of each respondent into a singleasked to report the first date on which rates on
system. Two approaches for this mapping procedureariable-rate loans are scheduled to adjust. (Fre-
were considered. Under the first, the Federal Reservguently, loans are priced so that the interest rate
would collect and maintain a concordance for eachadjusts at specified intervals over the life of the loan,
respondent, showing how that respondent’s risk rattypically with respect to market rates such as those on
ings mapped into a common rating system. Alternalarge time or Eurodollar deposits.)
tively, the respondents would do the mapping them- The revised survey also asks banks to provide
selves before submitting their data. more information about the options available to
The first method appeared to be impractical,terminate a loan. Previously, the survey addressed
whereas the second offered some advantages. Undtris concept by asking respondents to classify a loan
the first method, Federal Reserve staff memberss a “demand loan” if the bank had the right to call it
would have had to gather and maintain a considerablé&hat is, demand immediate repayment) or renegotiate
amount of information on each respondent’s ratingits terms at any time. Loans were also classified as
system to make the translations. In addition, bankslemand loans if the borrower had the option to
that had recently merged might have more than ong@repay it without cost (that is, without a prepayment
rating system, and so for these respondents the ratingenalty or “breakage fee”). Banks were instructed to
system applied to each loan would have to be idenidentify demand loans by leaving the reported matu-
tified. In contrast, under the second method, banksity date blank. This reporting method resulted in the
would likely find it easier to construct concordancesloss of maturity information for demand loans and
themselves rather than provide descriptions of theiprovided no information on whether the option to
risk ratings in sufficient detail to allow the Federal terminate the loan belonged to the borrower, the
Reserve staff to construct them. Similarly, althoughbank, or both. In contrast, the revised survey asks
changes in a bank’s rating system over time would
require an adjustment to the concordance, the bank
would not need to prowde information about such 5. The appendix contains the definitions of the risk-rating cate-
changes to the Federal Reserve. gories as presented in the survey instructions.



608 Federal Reserve Bulletii  August 1998

banks to report the date of maturity for every loanl. Share of U.S. business loans held by U.S. branches and
having a stated maturity and to report separately —2agencies of foreign banks, 1977-May 1998

whether the loan can be called and whether it has & F—
prepayment penalty.

25

Items Dropped from the Survey -

20

Two items were dropped from the survey as of May
1997. One asked banks to report the size of the larger
loan syndication or participation, if any, of which a __
reported loan was a part. This information applied
to only a small share of loans, and many banks had__ 5
noted that it was difficult to provide. The other item
asked banks whether the commitment under whicha L L LI L L L L@ L LT LI L1 []]
loan was extended was formal or informal. This item 1978 1980 1982 1984 1986 1988 1990 1992 1994 199 1998
was dropped because some banks found it difficult to Note. The data are monthly.
report and because the increased use of informal
credit lines by high-quality firms blurred the distinc- effect on the rates, maturities, and other loan
tion between the two types of commitments. terms available in the market. The nationality of the
parent bank was considered important because evi-
dence from the Report of Assets and Liabilities
Expansion of the Survey Panel of U.S. Branches and Agencies of Foreign Banks
(FFIEC 002) indicates that the behavior of the bal-
Until the most recent revision, the STBL panel con-ance sheet items of U.S branches and agencies of
sisted entirely of domestic banksHowever, since Japanese banks can differ significantly from that of
the inception of the STBL, the share of the volumenon-Japanese (primarily European) institutions.
of all U.S. domestic business loans held by U.S. The classification of the panel by size and national-
branches and agencies of foreign banks has increaséd resulted in five groups. The first group comprised
from about 7 percent to about 25 percent (chart 1). Aghe fifteen largest foreign branches and agencies
a result, the exclusion of these institutions from the(regardless of nationality), as measured by the vol-
STBL panel resulted in a progressively less repreume of commercial and industrial loans outstanding.
sentative measure of business loan conditions irll of these institutions were selected for inclusion in
the United States because lending terms at foreigthe panel. The remaining universe of institutions was
branches and agencies may be influenced by foreigthen split into two size classes, large and small, and
developments that do not directly affect domesticthe two size classes were split into Japanese and
institutions. To remedy this shortcoming, the surveynon-Japanese subclasses; the remaining panel institu-
was expanded to include a sample of up to fifty U.S.tions were then selected randomly from these four
branches and agencies of foreign banks. Collection ofroups. The number of panel members selected from
information from these institutions allows the estima-each of the four groups was chosen to provide the
tion and publication (in thé&ederal Reserve Bulletin best possible estimates of loan terms at all foreign
and in the E.2 statistical release) of separate estimatésstitutions?
of terms on loans extended in the United States by
foreign branches and agencies.
Two criteria were used in the selection of the panelgﬁg\l‘/lEMJNARYRESULTS FROM THEREVISED
institutions from the universe of more than 450 U.S.

branches and agencies of foreign banks: the inStiAIthough the new items should have their main pay-

tution's size and_the_ nqnonahty of its parent bank. off in helping to explain changes in loan pricing over
Because larger institutions make more and larger

loans than smaller institutions, they have a larger

7. About thirty of the fifty institutions originally selected for the
_ foreign panel participated in the May 1998 survey. Some of the others
6. Currently, the domestic panel consists of a stratified randomhave been unable to participate thus far but have indicated that they
sample of up to 348 U.S. commercial banks intended to represent thwill be able to report on future surveys. When selected institutions are
entire domestic banking universe. unable to participate, new panel members are substituted.

— 15

— 10
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time, the results from the initial surveys incorporat- 98> percent—of the loans they reported. A second
ing the revisions have also provided interesting infor-divergence between the consultations and the STBL
mation on risk ratings and pricing patterns for loansresults was that small loans appeared to be almost as

and their relationship to capital market spreads. likely to receive a rating as large loans. This differ-
ence may reflect increased efforts to apply ratings, or
Reporting of Loan Risk Ratings it may arise from improvements in technology since

the consultations took place that allow ratings to be

In the May 1998 survey, nearly 85 percent of theassigned to these loans at lower cost.
domestic respondents and more than 95 percent of Consistent with the results of the consultations was
the foreign branches and agencies reported risk rathe finding that a respondent’s loans tended to be
ings for some or all of their loans (table 2). Among concentrated in relatively few of the STBL rating
the domestic banks, medium-sized banks were mostategories, especially at the smaller domestic banks.
likely to provide ratings, but the differences by size The number of rating categories receiving more than
of bank were small compared with those found in thelO percent of new loans averaged 2.5 for the large
consultations. The explanation for this divergencedomestic banks but just 1.5 for the small banks.
may be that some small banks without internal riskSimilarly, while one-fifth of the large banks gave the
ratings used the definitions provided in the STBL same rating to 75 percent or more of new loans (by
instructions to rate the small number of loans theydollar volume), about half of the medium-sized banks
made in the survey week. Moreover, some largeand two-thirds of the small banks did so. As might be
banks that do have internal risk ratings may not beexpected, given that the parent institutions of the
able to provide ratings on the survey because autcforeign branches and agencies are generally fairly
mated systems are not yet in place for this survey otarge, the distributions of their ratings were similar
have not been updated to incorporate the change® those of the larger domestic banks. On average,
to the survey. Because of the large number of loanshe foreign branches and agencies had 2.2 cate-
reported by the larger respondents, providing riskgories, each with at least 10 percent of new exten-
ratings manually may be prohibitively expensive.  sions; only 31 percent of them assigned 75 percent or

Those banks that reported risk ratings in themore of the dollar volume of new loans to a single
May survey provided them for nearly all— risk class.

2. STBL results for risk ratings, by type of institution, May 1998

Domestic
Item All Foreign
All ‘ Large ‘ Medium ‘ Small
Percentage of respondents providing ratings
Sample. . ... ... 84.2 82.7 84.5 88.9 7.7 96.6
Population. . .. ... .. 16.0 75.6 82.9 88.7 74.9 96.6
Average percentage of new loans with a rating
at institutions providing ratings
Bynumber........... .. .. 984 98.4 92.9 96.8 98.6 99.9
By dollarvolume. ... .. 983 98.3 92.0 97.8 98.4 100.0
Average percentage of loans with a rating,
by size of loan (thousands of dollars)
93.8 93.7 86.6 97.1 96.9 99.7
94.6 93.5 91.8 97.5 94.8 99.6
97.6 95.0 94.6 95.8 100.0 99.8
97.0 915 915 100.0 C 100.0
Average number of rating categories, with each having
10 percent or more of the dollar volume of new loans. . . 1.61 1.59 2.49 1.81 1.53 2.19
Percentage of institutions with 75 percent or more
of the dollar volume of new loans in one rating category . .. 64.7 66.1 20.0 50.1 69.4 30.8
Average share of new loan volume in the rating category
with the largest share................................. IET79:5 80.1 56.3 75.8 81.4 63.5
MEMO
Number of respondents. ..............coiiiiiiiiiiiian. - 283 254 70 72 112 29

NotE. The size categories for domestic banks are based on the volume of 1. The sample figures show unweighted results for the survey respondents.
commercial and industrial loans on the bank’s books as of December 31, 19970ther figures are estimates for the population of all domestically chartered
see the general note to table 1 for categories. commercial banks and U.S. branches and agencies of foreign banks.

2. In addition, 24 respondents, mostly small domestic banks, had no new
business loans in the survey week.
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2. Distribution of loan originations and average interest
rates, by risk rating, May 1998 STBL

Percent

Volume of originations

— 10

Average interest rate

Minimal Low

Moderate Acceptable Classified

Note. See the appendix for definitions of the risk ratings.

The larger number of categories actively employed
by the larger domestic banks and the U.S. branches
and agencies of foreign banks could be the result of
more detailed internal risk-rating systems at these
institutions, which could yield a wider range of rat-
ings in the common system. Alternatively, the larger
domestic and foreign institutions may make loans
with a greater range of risk than the smaller domestic
banks do.

Loan Pricing and Risk Ratings

The largest percentage of loan originations—more
than 40 percent by volume—were classified as hav-
ing moderate risk (the middle-risk category). Rela-
tively small percentages—less than 10 percent—of
loans were reported in the minimal-risk and classified
categories (chart 2). About 25 percent of the loans
were classified as having low risk, and less than
20 percent were in the acceptable-risk category.

As expected, effective loan rates generally increase
on average with risk, although the rate on classified
loans (the highest-risk category) is relatively low,
perhaps because of the low rates on some workout
loans (chart 3). To separate the effect of risk ratings
on loan rates from the effects of other loan character-
istics, we used multiple regression analysis. Regres-

3. Average interest rate, by type of institution and risk rating, May 1998 STBL

Percent

Large domestic banks

Small domestic banks

Minimal

Moderate

Aoceptable Classified

Percent

Medium-sized domestic banks

- — 8
— — 6
— — 4
— — 2
LI \ \ \ \ L |

U.S. branches and agencies of foreign banks

— — 6
— — 4
— — 2
LI | ]

Minimal Moderate Aoceptable Classified

Note. See the general note to table 1 for size definitions and the appendix for

definitions of the risk ratings.
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sion results that control for the loan characteristicsrisk category is defined to include loans to firms with
measured by the survey show that the estimate@BB-rated debt. Rates on loans in this category are
difference in rates between loans in the minimal-riskestimated to be 15 basis points higher than those on
category and those in the acceptable-risk category ians in the minimal-risk category. This spread is
about 75 basis points—about 50 basis points less thasomewhat smaller than that between the yields on
the difference between the average rates on loans iAA-rated and BBB-rated bonds, but it is similar to
these categories shown in chart 2 (table 3). the spread between the rates on medium-grade and
The risk premiums indicated by the regressionprime, one-month commercial paper. At the lower-
results are roughly in line with yield spreads on ratedquality end, the estimated premium on loans in the
securities, at least for higher-quality loans. The low-highest-risk category (classified) relative to loans in

3. Coefficients from cross-section regression equations for the effective loan rate, by type of institution, May 1998

Domestic
Independent variable All Foreign
Large Medium Small
Constant. ... ... .. 7.83 7.46 8.59 9.63 6.69
Riskrating .........ovii ..
Minimal ..o . -.64 -.85 -.38 -1.31 =28
LOW .. -.49 =il O3] -.16t -.26
Moderate . .........oiiii . 12 A7 .09 .21 .09
Acceptable. ... .. 14 15 21 .38 .34
Classified . ... ..o . .57 .66 44 1.04 42
MISSING . .ot .. .31 .38 17 -.16* =25
Repricinginterval . ............c i
= (o .20 .27 -.06t .04 .08t
Dally .. L. .09 13 .24 —.24r =18
2-30days. ... . .20 .26 -.02¢ =l -.01*
B1-365dayS. .. ..ot . =11 -.22 .00 .10t -.01*
More than 365 days. ... ....ovuvrieiiii i - .15 .15 17 121 -.00t
MISSING .ot - -.54 -.59 -.33 .08
MaLUIILY . .o .
OVEINIGNT. . ... .. =52 =5l rais =& -.10t
2-30daAYS. . . e s .. -.09 -11 -.09t .52t 17
31365 dAYS. -« oottt .. .13 12 =gt .30t .34
More than 365 days. ...........coooiiriiiiiiiianns .. .08 .07 =47 .05 =13
NONE .. .. .40 42 -.03t =191 =27
Size of loard
.88 .94 .87 .80 1.06
.15 .21 123 .05t -.03t
-.30 -.32 -.40 =858 .09
=18 -.84 =7/ C -.12
.98 .92 .82 121 2.30
-.89 -.90 =fiL .76 =77
-.18 =11 .36 -.46t 74
-.44 -.38 -.93 -.38t -39
153 A7 .26 =alz -.40
Termination options
Callable. ... .. -.09 =13 .08 .07 .04t
Prepaymentpenalty. ... .. .02 .09 =55 =:113% .13
Other terms
Under commitment. . ...........ooiuiiiiiiiiien.. . -.06 -.04t =21 .02 A1
SECUred. ...ttt . .04 102 -11 -.62 .40
Type of institutioR
Small ... .. .59
Medium ... .. 101
Large et .. -.28
Foreign ... =&,
R .45 41 .20 .17 .69
Number of observations...................ccoooeiiennn 44,529 33,889 6,775 1,155 2,710
MEMO
Number of respondents. ............ ... . 283 70 72 112 29

Note. The regressions are unweighted.The coefficients on each set of dummy 2. The loan size dummy variables are defined as follows: Small loans are

variables that are exhaustive (risk rating, repricing interval, maturity, size of those less than or equal to $100,000; medium-sized, larger than $100,000 but
loan, base rate, and type of institution) are restricted to sum to zero. less than or equal to $1 million; large, larger than $1 million but less than or
1. This coefficient is not statistically significant at the 5 percent level. Unless equal to $10 million; and jumbo, larger than $10 million.
otherwise noted, the remaining coefficients are significant at that level. 3. For the definitions of size of bank, see the general note to table 1.
4. See note 2 to table 2.
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the lowest-risk category (minimal risk) is 121 basis4. Distribution of loan originations and average interest rate,
points. This result is well below the difference in Py repricing interval, May 1998 STBL

yield between AA-rated bonds and junk bonds at the —
time of the May survey. This difference may reflect
the better protections that bank loans can offer in the

Volume of originations

event of difficulties, as well as the inclusion of rela- -2
tively low-interest-rate workout loans in the classi- 0
fied category.

The regression coefficients on the dummy vari- _ 3
ables for risk ratings indicate that small banks charge
the largest rate premiums for increased loan risk— — 20
while medium-sized banks charge the smallest. Rates
on loans rated as having minimal risk and acceptable— —
risk differ by 100 basis points at large domestic‘ | | | | e | |

banks, 59 basis points at medium-sized banks, and
169 basis points at small banks; at the foreign institu-  average interest rate
tions, this spread is 67 basis points. The coefficients

on risk ratings generally rise in step with risk for both — 8
the domestic and foreign institutions.

— — 6
Loan Pricing and Repricing Intervals — — 4
An examination of the distribution by repricing inter- _
val of the volume of loan originations in the May
survey reveals that loans with a repricing interval of | | | | | | ||

2-30
Zero

zero (primarily prime-rate-based loans, which by 31-365  Morethan
. . . . . \ Daily days days 365 days
industry practice are subject to repricing at any time)
accounted for about 15 percent of the dollar volume,
of new loans (chart 4).Because these loans tend to
be relatively small, however, they accounted for more
than 40 percent of the number of loans originated.
Conversely, loans that reprice daily, which tend tosion results show, however, that once the effects of
be large, accounted for nearly half the dollar vol-other loan terms are taken into account, changes in
ume but only about 15 percent of the number ofthe repricing interval did not have a consistent effect
new loans. Loans with repricing intervals longer thanon loan interest rates despite the slight upward tilt to
a year accounted for only a small proportion ofthe yield curve during the survey week (table 3, first
originations? column). In part, this apparent lack of influence may
The average rate on zero-interval loans, which, aseflect imprecise measurement of risk. As noted, the
already noted, are typically prime based, is higheratings reported on the survey do appear to provide
than the average rate on loans that reprice every daynformation on banks’ assessment of loan risk. How-
(chart 4, bottom panel). Aside from prime-basedever, with only five risk-rating categories, many
loans, loan rates in the May survey rose on averageanks may find it difficult to map their internal rat-
with the length of the repricing interval. The regres-ings into those used for the survey. As a result of
these difficulties, some portion of loan risk is likely
not accounted for by the risk rating and may be
8. The repricing interval is the time between the date the loan iscorrelat_e_d with loan tgrms. For exampl_e, if banks are
made and the next date on which the loan interest rate can change. maore willing to make fixed-rate loans with long matu-
9. The distributions reported here are for originations and so ar&ities to low-risk borrowers or to those with high-
not representative of the outstanding amounts of business loans on l Il | th h . lts f h
banks’ books. Loans with shorter maturities will make up a Iargerqua_'ty CQ ateral, t ?n the regression regu ts tor the
share of originations than of outstandings. Repricing intervals andrepricing interval variables may be capturing both the
maturities tend to move together (indeed, for fixed-rate loans they arglope of the yield curve and also the lower average
the same), and so the distribution of originations by repricing interval . e . .
risk of those receiving loans with long repricing

is more heavily weighted toward shorter-interval loans than would be’
the distribution of outstandings. intervals.

NotE. Loans with a zero repricing interval can reprice at any time and
rgely have prime-based rates.



Recent Changes to the Federal Reserve’s Survey of Terms of Business Lefdkg

Termination Options 4. Average loan terms at domestic and foreign institutions,
by dollar volume of loan extensions, May 1998

During the May survey week about 10 percent of : :
. . Term All ‘Domestlc‘ Foreign
loan originations, by volume, were callable and about
30 percent were subject to a prepayment penalty. Size (thousands of dollars)........... 805 453 5817
. Average maturity (days)............ 269 419 115
Larger loans were more likely to have a prepayment average repricing intervai (days). . . . 47 69 22
. Percentage secured by collateral. . . . 36.6 37.1 36.1
penalty, how<_ev_er, _by number, more than 90 percent &5iaion options (pyercem)
of the loan originations did not have a pena.ﬂy_ CallEll oo ooooonomonoonmonmoon: o AL 13.8 9.4
. . . . Prepayment penalty.............. 31.0 9.9 53.9
The regression results suggest little relationship Made under commitment (percent)..|  73.5 733 73.6
between loan interest rates and termination options. Eieeive rate (pereert).. .| 680 723 G4
The coefficients on the dummy variables designating ,
loans that can be called and those with prepayment Gross extensions (billions of dollars)|.. ~ 134.7 70.7 63.9
. . . . Number of respondents............ 283 254 29
penalties are generally small and of differing signs

across the subsamples. Negative coefficients would NO-TEA The figures shown are estimates fpr all dom_estically chartered com-

L . . mercial banks and U.S. branches and agencies of foreign banks.

indicate that lenders were accepting lower loan inter- 1. Risk ratings range from 1 (least risk) to 5 (highest risk). See the appendix

est rates in order to obtain the option to call a loandeintions of the rating categories.

. . . See note 2 to table 2.

or to restrict the option to repay the loan. However,

banks may be more likely to impose these conditions

when the borrower has undesirable characteristics

that are not fully captured by the risk ratings, result-age risk rating for loans at the foreign-related institu-

ing in positive or zero coefficients. tions was about the same as that at domestic banks.
Nonetheless, the average loan interest rate was about
90 basis points lower at the branches and agencies.

Lending Terms at the U.S. Branches and As shown by the coefficient on the dummy variable

Agencies of Foreign Banks for foreign institutions (table 3, first column), how-
ever, rates at these lenders are similar to those at large

The addition of the foreign branches and agencieslomestic banks once the effects of other loan charac-

had a substantial effect on the estimated averagteristics are taken into account.

terms on new business loans (table 4). The foreign-

related institutions accounted for nearly half of the

gross commercial and industrial loan extensions INCONCLUSION

the survey week—about twice the share of such loans

on their books (chart 1). This high proportion The addition to the STBL of an item on loan risk

reflected the larger average size and shorter averagating provides a unique source of information on the

maturity of the loans made by these institutions. Theriskiness of new business loans. This information

average loan at foreign branches and agencies wahould improve the interpretation of trends in loan

more than $5.8 million—roughly twelve times the pricing and so contribute to the formulation of mone-

average loan size at domestic banks. The averagary policy. The information also improves the Fed-

maturity of new loans at the branches and agenciesral Reserve's knowledge of banks' use of risk

was 115 days, less than one-third of the averageatings. The addition of U.S. branches and agencies

maturity at domestic banks. The loans at branchesf foreign banks to the survey panel makes the data

and agencies were about as likely to be made undesn loan pricing more comprehensive, and therefore

commitment, to be secured with collateral, or to bethe data should provide better information on

callable but far more likely to have a prepaymentloan interest rates and other terms available in the

penalty than loans at domestic institutions. The avermarket.

_— APPENDIX INSTRUCTIONS FOR THE
10. Largely because of the infrequency of prepayment penaltiesREpPORTING OF THENEW ITEMS ON THE

90 percent of the volume of loans reported by domestic banks on th
May 1997 survey should properly have been classified as demani&JRVEY OFTERMS OFBUSINESSLENDING

loans under the instructions before the revisions. Only 23 percent of

the loans on the February 1997 survey, the last before the surveyha foIIowing excerpts from the STBL instructions

changes, were reported as demand loans, suggesting that in the past . .
many banks were incorrectly reporting maturities for loans that should® € for the items that became part of the survey in

have been classified as demand loans. May 1997. The new items are the following: the next
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date on which the loan rate may be recalculated, th®o not enter your institution’s own internal risk
termination options, and the risk ratig. rating.
If your institution rates loans, but a particular loan
is unrated, or not yet rated, enter “0” for that loan.
Next Date on Which the Loan Rate May Be If your institution does not assign internal risk
Recalculated ratings to business loans, either (a) leave this column
blank or (b) use the categories presented below to
Enter the first date on which the rate on the loan willmake the assignment.
be recalculated to reflect changes in the base rate, if The definitions provided here take account of both
any. the characteristics of the borrower and the protections
For a loan rate that can be recalculated at any tim@rovided in the loan contract. Note that the defini-
(as with many prime-based loans), enter the datéions are intended to characterize ranges of risk;
made. hence the definition of your institutions’s internal
If the interest rate on the loan is fixed for a periodrating for a loan probably will not exactly match any
less than the maturity of the loan (for example, a loarof the provided definitions. Enter the numerical des-
that matures in 90 days but has a rate that is recalcugnation that correspondsost closelyto the internal
lated every 30 days relative to the 30-day LIBOR),rating of your institution.
enter the date on which the interest rate can first be The risk rating categories provided here are not

recalculated. intended to establish a supervisory standard for the
If the interest rate is fixed for the life of the loan, maintenance or reporting of internal risk rating
enter the loan’s date of maturity. systems.

If the interest rate is fixed and the loan has no
stated date of maturity, enter “0.”
Minimal Risk (Enter “1”)

Termination Options Loans in this category have virtually no chance of
resulting in a loss. They would have a level of risk
a. Check “yes” under “Callable” when, accord- similar to a loan with the following characteristics:
ing to the terms of the agreement, the lender can call
or renegotiate the terms of the loan before maturity. ¢ The customer has been with your institution for
Otherwise, check “no” under “Callable.” many years and has an excellent credit history.
Check “no” if the lender’s ability to call or renego- e The customer’s cash flow is steady and well in
tiate the loan is contingent on a change in the statusxcess of required debt repayments plus other fixed
of the borrower (for example, an increase in thecharges.
borrower’s debt—equity ratio). * The customer has an AA or higher public debt
b. Check “yes” under “Prepayment penalty” rating.
when the borrower must pay a penalty or fee (some- ¢ The customer has excellent access to alternative
times called a “breakage fee”) in order to repay or sources of finance at favorable terms.
reprice the loan before its scheduled maturity or the ¢ The management is of uniformly high quality
next scheduled date on which the rate is recalculatednd has unquestioned character.
(if any). If there is no such fee or penalty, check “no” < The collateral, if required, is cash or cash equiva-
under “Prepayment penalty.” lent and is equal to or exceeds the value of the loan.
» The qguarantor, if required, would achieve
approximately this rating if borrowing from your
Risk Rating institution.

If your institution assigns internal risk ratings to

business loans, enter the numerical designation frorhow Risk (Enter “2")

the list provided below that most closely matches the

definition of the internal rating assigned to this loan. Loans in this category are very unlikely to result in a
loss. They would have a level of risk similar to a loan

PV _ _ _with the following characteristics:
11. The report form and a complete set of instructions are available
on request from the Financial Reports Section, of the Board’s Division o
of Research and Statistics, at 202-452-3829. » The customer has an excellent credit history.
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» The customer’s cash flow is steady and comfort-make likely the recovery of the value of the loan in
ably exceeds required debt repayments plus othehe event of default.

fixed charges. * The guarantor, if required, would achieve
* The customer has a BBB or higher public debtapproximately this rating if borrowing from your
rating. institution.

e The customer has good access to alternative
sources of finance at favorable terms.

 The management is of high quality and hasAcceptable Risk (Enter “4”)
unquestioned character.

» The collateral, if required, is sufficiently liquid Loans in this category have a limited chance of
and has a large enough margin to make very likelyresulting in a loss. They would have a level of risk
the recovery of the full amount of the loan in the similar to a loan with the following characteristics:
event of default.

» The guarantor, if required, would achieve < The customer has only a fair credit rating but no
approximately this rating if borrowing from your recent credit problems.
institution. e The customer’s cash flow is currently adequate

to meet required debt repayments, but it may not

be sufficient in the event of significant adverse
Moderate Risk (Enter “3") developments.

» The customer does not have access to the capital

Loans in this category have little chance of resultingmarkets.
in a loss. This category should include the average ¢ The customer has some limited access to alterna-
loan, under average economic conditions, at theive sources of finance possibly at unfavorable terms.
typical lender. Loans in this category would have ¢ Some management weakness exists.
a level of risk similar to a loan with the following  Collateral, which would generally be required, is

characteristics: sufficient to make likely the recovery of the value of
the loan in the event of default, but liquidating the
» The customer has a good credit history. collateral may be difficult or expensive.

» The customer’s cash flow may be subject to < The guarantor, if required, would achieve this
cyclical conditions but is adequate to meet requiredrating or lower if borrowing from your institution.
debt repayments plus other fixed charges even after a
limited period of losses or in the event of a somewhat

lower trend in earnings. Special Mention or Classified Asset (Enter “5”)
e The customer has limited access to the capital
markets. Loans in this category would generally fall into the
» The customer has some access to alternativexamination categories “special mention,” “substan-
sources of finance at reasonable terms. dard,” “doubtful,” or “loss.” They would primarily
» The firm has good management in importantbe workout loans, as it is highly unlikely that new
positions. loans would fall into this category. O

 Collateral, which would usually be required, is
sufficiently liquid and has a large enough margin to
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